Oklahoma Current 
Farm Economics 


SPECIAL REPORT 


The Role of Grade Standards and Grading 
In Livestock and Meat Marketing 


December, 1960 scumct SeVING GMC Vol. 33 No. 4 








Oklahoma Current 
Farm Economics 


Vol. 33 December, 1960 No. 4 





Prepared quarterly by the Department of Agricultural Economics and Extension 
Economists, Oklahoma State University 
Mailed free upon request 


L. A. PARCHER, Editor L. F. MILLER, Dept. Head 








CONTENTS 


The Role of Grade Standards and Grading 
In Livestock and Meat Marketing Willard F. Williams 95 


Tables of Prices and Price Indexes 








DIVISION OF AGRICULTURE 
Oklahoma State University, Stillwater 


Oklahoma Agricultural Experiment Station, Louis E. Hawkins, Director, Still- 
water, Oklahoma. 


Cooperative Extension Work in Agriculture and Home Economics, Oklahoma 
State Univeisity and United States Department of Agriculture, Cooperating. L. H. 
Brannon, Director, Oklahoma Agricultural Extension Service, Stillwater, Oklahoma. 
Distributed in furtherance of the Acts of Congress of May 8 and June 30, 1914. 





The Role of 
Grade Standards and Grading 


In Livestock and Meat Marketing 
Willard F. Williams* 


No topic is more controversial today among people concerned with 
livestock and meat marketing than grade standards and grading. As 
evidence of this, a two-day meeting recently was held in Kansas City 
which was attended by about 250 cattle producers, feeders, packers, gov- 
ernment officials, retailers, educators and others for the sole purpose 
of discussing the U.S. grade standards for beef. In such controversies, 
which usually are concerned with immediate problems and objectives, 
sight of longer term considerations and of basic underlying economic 
goals and objectives often is lost. The aim of this article, therefore, is 
to point out and analyze the basic economic objectives of grade stand- 
ards for livestock and meat. Some space also is devoted to the question 
of the kind of a grade system that is required if intended economic ob- 
jectives are to be attained. Criteria for determining whether or not the 
grade system is adequate are considered. 


Basic Economic Objectives 


Producers as well as marketing firms are interested in marketing 
primarily because they are interested in promoting marketing efficiency. 
The same is true of their interest in grade standards and grading. Those 
who promote grading usually do so because they see this as one means 
of promoting marketing efficiency. 


There are two basic types of efficiency in marketing. One is called 
operating or “operational efficiency”. This type, with which all are 
familiar, is concerned with the operating costs of performing specific 
marketing functions. A marketing system is operationally efficient if 
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costs of performing each particular marketing function are reduced to 
a minimum. The other type sometimes is called “pricing efficiency”. 
Although some effort may be required to think of prices and pricing in 
terms of efficiency, it, nevertheless, can be done. Pricing efficiency is 
concerned with the accuracy and speed with which prices are estab- 
lished and reflected through the marketing system from consumer to 
producer or from one point in the system to another. We have an 
efficient pricing system when accurate prices are established and dis- 
tributed quickly and accurately to everyone concerned at relatively low 
cost. Operational efficiency and pricing efficiency are of equal impor- 


tance in marketing. 


The principal objective of grade standards and grading, then, is to 
improve operational efficiency, pricing efficiency, or both. On the basis 


of logic, observation, and limited empirical information, it appears that 
the official carcass grade standards for beef, calf and lamb have affected 
both of these efficiency types. Despite the perennial controversy, and 
this is a curious fact, there seems to be some general agreement that the 
official grade standards have had a beneficial effect, generally, on both 


operational and pricing efficiency. 


Effects on Operational Efficiency 

Theoretically and in actual practice, according to many writers, 
standardized grading of meat has a beneficial effect on operational 
efficiency by tending to reduce marketing costs. This is done by: 


1. Increasing the extent of buying and selling by description. 


2. Eliminating time and expense associated with arguments re- 


garding quality. 
Increasing the market potential of suppliers previously operating 
on a local or regional basis and permitting them to sell most 


advantageously in a national market. 


. Widening the procurement territory of large-volume wholesalers 
and retailers and permitting them to buy most advantageously 


from among a larger number of suppliers. 


Encouraging specialization among suppliers by function and type 
of prodnct handled and type of outlet. 


Reducing the pressure among suppliers for large expenditures on 
competitive brand advertising. 
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7. Affecting the location of the processing industry by encouraging 
the shift of functions such as slaughtering and packing from 
areas of primary consumption to areas of concentrated produc- 
tion and thereby eliminating the necessity of shipping hides, 
horns and waste products to markets where only the meat is 
needed. 


8. Increasing the emphasis upon technological innovation, improved 
marketing practices, and other means of reducing costs through 
intensifying competition on a price basis. 

All of these forces theoretically tend to have a downward effect on 

marketing costs and a beneficial effect on efficiency. And in observing the 
industry these affects can be recognized readily. The extent of buying on 


description and specification has increased; distribution territories of 


packers and procurement territories of large-volume buyers have wid- 
ened; slaughter and processing are shifting to the areas of concentrated 
production; the industry is becoming increasingly specialized, etc. Grad- 
ing, of course, is not entirely responsible. It may not even be primarily 
responsible. But there are good indications that the official uniform 
grades and grading are partly responsible. 

With reductions in marketing costs, the total revenue received by 
producers presumably is increased. This is accomplished either directly 
by increasing prices received by producers or indirectly through lower 
prices to consumers which tends to increase the volume of product that 
producers can sell at specified prices. 


Effects on Pricing Efficiency 

There also seems to be some general agreement that, theoreticaily 
and in fact, the Federal grade standards for livestock and meat improve 
pricing efficiency. This is accomplished by: 

1. Providing a universal and generally accepted language by which 
variations in attributes of quality and in prices can be inter- 
preted. 

2. Facilitating the collection of accurate information on demand, 
supplies available, and _ prices. 

Facilitating the dissemination of pricing information in a mean- 
ingful, understandable and useful form. 

1. Improving accuracy in the process of price formation itself by in- 
creasing the intensity of competition on a price basis. 
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Most everyone who has spent much time thinking about grades and 
grading agree that these are worthwhile aims. They agree because there 
are some rather good reasons for thinking that the pricing system and the 
marketing system generally function more efficiently when we (1) in- 
crease the general knowledge of everyone in the trade regarding the 
attributes and value of the product being traded, and (2) tend to equal- 
ize that knowledge among all buyers and sellers in the trade. 


Structural Effects of Grading 

Since the principal objective of grade standards and grading is to 
improve operational and pricing efficiency in marketing and since there 
seems to be little reason to think that these objectives have not been 
attained, at least in part, why the controversy? One of the reasons is 
that grades and grading affect the organization or structure of an in- 
dustry as well as its efficiency. 


Grading has been responsible, or partly responsible, for changes; and 
when changes take place someone is helped and someone is hurt—some- 
times badly. By shifting the location of slaughtering and processing from 
consumption areas to areas of production, processors and slaughterers 


in the consumption areas are hurt. By making it possible for chains and 
other large-volume handlers to buy at a distance—actually most any place 
in the nation—local packers and processors sometimes are hurt. By in- 
tensifying competition they have tended to force the more inefficient 
operators either to become more efficient or go out of business. 


The carcass grades have seriously deteriorated the value to packers 
of their brand names and have tended to shift competitive power from 
the large brand-name packers to the medium-volume and specialized 
independent packers. This is not a matter of pennies to the brand- 
name packers. It has meant literally millions of dollars in lost sales to 
these packers and contributed to changes in their entire mode of 


operation. 


There are various other structural effects of the grade standards 
for livestock and meat that could be mentioned and discussed if time 
permitted. For instance, these grade standards probably are partly re- 
sponsible for sharp reductions in numbers of non-slaughtering packing- 
house branches operated by the large brand-name packers. They also 
may be partly responsible for some shift by many of these packers to 
pork and to production of processed meat items. Furthermore, they may 
have contributed to the shift of competitive bargaining power from the 
packers to the large-volume retailers. 
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Whether these effects are considered “good” or “bad”, the fact 
remains that many, perhaps most, of the structural changes were neces- 
sary to attain the primary objective for which the standards were es- 
tablished—that of improving operational and pricing efficiency. Im- 
provements and changes always are made at some cost. Substantial im- 
provements in the efficiency of distributing and pricing livestock and 
meat would not have been possible without at least some structural 
adjustments. In fact, the grade standards appear to have facilitated 
structural adjustments that in any event would eventually have been 
necessary. In one sense, therefore, evidence of controversy in the trade 
regarding grades and grading also is evidence that the standards have 
been effective — that they actually have tended to improve efficiency 
in marketing. 


Economic Criteria for Evaluating Grading Standards 


There are other important reasons for controversy within the in- 
dustry and among professional ranks regarding grade standards for live- 
stock and meat. Part of it stems from lack of definitive information on 
the physical attributes of meat, the sensory characteristics of consumers, 
and what is meant by “quality”. This has led to differences in implicit 


assumptions regarding the nature of quality in meat and the manner 
in which one grade should be related to another. Lack of good informa- 
tion also has led to differences in ideas regarding the kind of grading 
system that is required to attain stated objectives. 


Effects of Variations in Basic Assumptions 


Most statements on quality in meat and grading assume implicitly 
that any grading system should tell consumers which grade or quality is 
“best’’, which “second best”, which “third best’, etc. When, in this sense, 
grades are considered as vertically oriented, it must also be assumed that 
quality can be described as a single continuous variable running from 
some presumed “low” level of quality to some presumed “high” level. In 
addition, it must be assumed that everyone agrees on the definitions of 
“high” and “low”; that the “highest” quality is best for all people and all 


uses. 


With this type of vertical orientation, the industry and industry 
analysts become much concerned with results of consumer preference 
studies indicating that (1) some but not all consumers preferred the 
“highest” grade, or that (2) the one of the lower grades received the 
most consumer votes. It is concluded that grades are not “oriented to 
consumer preferences.” Packers and others who unconsciously assume 
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that grades are or should be vertically oriented and note that choice is 
“too fat’? for some consumers arrive at the same conclusion. With a 
vertical orientation there is an inclination to talk about “optimum” 


levels of fat, “optimum tenderness,” etc. 


Another set of assumptions, however, could easily and, perhaps more 
realistically, be adopted. It could be assumed, for instance, that grades 
should tell consumers and the trade only that the quality represented 
by one grade is different, rather than better or worse, than the quality 
represented by another grade. With this type of an orientation which 
might be termed “horizontal”, it would not be necessary to assume 
that quality is a single continuous variable, or that value systems of con- 


sumers are similar. Producers and marketing firms would not necessarily 
be disturbed when preference studies indicated that most consumers 
preferred “Standard” or “Commercial”, or some other grade. They 
would not tend to be upset when they heard people say that “choice is 
too fat’ for some consumers. They no longer would be particularly 
concerned about “optimum” fat, “optimum” tenderness, etc. Instead, 
they simply would point out that grades are indicators of quality dif- 
ferences, not levels, and that if for any reason one grade was unsatis- 


factory another should be tried. 


The horizontal orientation does lead, however, to concern regarding 
grade names. If the grades are to be represented simply as “different”, 
neutral grade names that do not imply that one grade is “better” than 
another should be adopted. This might be extremely difficult to achieve. 
Nearly any conceivable set of grade names eventually might become 
ordered in terms of “best”, “second best’, etc. There is little reason to 
think, however, that the development of neutral grade names is an im- 
possibly difficult task. An effort in this direction, at least, might be made. 


The Basic Problem in Establishing Grade Standards 


The establishment of grade standards for any commodity is essen- 
tially a problem of classification. Any system of classification necessarily 
is a compromise. It is a compromise between (1) minimizing the varia- 
tion within each grade or class and thereby increasing the usefulness 
of the system, and (2) minimizing the cost in terms of time, effort, or 
dollars required in making and maintaining the segregation. 


Every office file clerk, for instance, has found that the optimum 
filing system for any office is a compromise. She wants to set up as many 
classifications as possible in order to reduce the variety of material in 
each folder to a minimum. The ideal in this regard would be to have a 
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different folder for each separate paper or piece of material in the office. 
She realizes, however, that this could mean having so many different 
folders and classifications that the entire system would be unmanageable 
as well as extremely time consuming and costly to maintain. Accordingly, 


if a system is set up such that there is some variation in the material 


within each folder and some cross-classifications, the system is a useful 
guide to desired reference material and, at the same time, not too costly 
to maintain. Any filing classification will be better than no filing system 
whatever if it results in a net saving in time and cost, i.e., if the usefulness 
of the system outweighs the associated direct and indirect costs of setting 
up the system and maintaining it. The optimum or “best” system will be 
that system which in these terms maximizes the net saving. 


Carrying the illustration further, can it be said that any one file or 
folder was of more value than another or of “highest’’ value? For any 
particular person or for one particular use the answer, possibly, is “yes’’. 
In preparing correspondence the letter file might be of greatest value or 
use. At another time the invoices might be preferred and be of greatest 
value. In an overall sense, however, it cannot be said that any one file or 
folder is “preferred” or of highest value. 


Although this is a highly simplified illustration of the grading prob- 
lem, it reveals principles and considerations often forgotten in considering 
grades for livestock and meat. The present Prime grade of beef finds its 
highest valued use in the restaurant trade. Prime would not be considered 
for sausage material by many firms even if it were available at a sub- 
stantial discount relative to conventional sausage materials. Each of the 
other grades have their specific uses. Similarly, some people, depending 
upon their experience with meat and intended use, might prefer one 
grade while another person might prefer another grade. This does not 
mean, necessarily, that the grades are not “oriented to consumers taste 
preferences.”” A family might prefer choice sirloin steak for Sunday din- 
ner, and at the same time, prefer a Good grade roast for a week day meal. 


A grading system, therefore, can be a useful guide to selection even 
though there are no consistent or systematic differences in price between 
grades. Once the grade lines are fixed, the variation in supply-demand 
relationships for one grade relative to supply-demand relationships for 
another grade will determine the price differentials between them. The 
principal reason why the present Choice grade of beef consistently is 
higher than the price of Good grade beef is not because more people 
prefer choice. It is because Choice costs more to produce and this tends 
to limit the supply of Choice relative to the demand for this grade 
more than is true for the Good grade. If the grades for beef were set 





102 Oklahoma Agricultural Experiment Station 


up such that no one of the grades cost more to produce than another 
there would be no particular reason why one grade should be consistent- 
ly higher or lower in price than another. Although it is unlikely that 
such a system could be devised, it serves to illustrate the fact that grades 
do not determine prices. Grade systems simply are classifications through 
which desires or preferences can be expressed more accurately and 
efficiently. 


The basic questions facing producers and marketers of beef in 
considering grade standards are three: (1) Are the present grade 
standards better than no standards whatever, i.e., do they result in a 
net saving in marketing costs; (2) what is the optimum system; and 
(3) how can the present standards be improved, i.e., moved toward the 
optimum? These questions cannot be answered definitely without more 
research information than currently is available. Some important con- 
siderations, however, can be set forth. 


Each of two sets of requirements can be considered. One set con- 
sists of the “minimum” economic requirements for grading. These are 
the criteria that if met by the existing system will mean that this 
system is better than no grading whatever. The other consists of re- 


quirements for an “optimum” system, i.e., not necessarily the “ideal” 
but the “best” that under existing circumstances can be obtained. 


The Minimum Requirements 


There are three principal minimum economic criteria for grading. 
These are: 


1. The grading system must significantly reduce the variation in 
basic quality attributes within at least some of the grades. 
That is, the variation in at least some of the grades must be 
significantly smaller than the variation in the entire popula- 
tion of the product. 


2. The grading system must reflect some significant differences 
between at least some of the grades in basic physical quality 
attributes. This does not mean (a) that there will not be 
some overlaping among the grades in quality attributes, or (b) 
that the grades should differ significantly or at all in value 
to consumers. It simply ensures that two or more grades will 
not include precisely the same range or combination of basic 
physical attributes. 
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3. The grading system must result in at least some net social gain. 
It must provide enough increase in satisfaction or utility to 
consumers or marketing firms to more than offset the increase, 
if any, in direct and indirect costs associated with grading. The 
net increase in satisfaction or utility can be provided in either 
of two ways. Grades could increase the value of the product 
to consumers sufficiently that they are willing to increase the 
prices they pay for the product without reducing their total 
consumption. Alternatively, grades could result in net reduc- 
tions in marketing costs. 


Almost any conceivable division of a product on the basis of known 
quality attributes would satisfy the requirements of the first two criteria. 
Suppose processing beef were separated from block beef by grades. This 
would satisfy the first two criteria. The variation in quality attributes 
of block beef probably is smaller than the combined variation in the 
total of block and processing beef. In addition, the two differ signifi- 
cantly in the range and combinations of attributes that would be con- 
sidered. The third criterion, however, would not be satisfied unless 
it can be shown that (1) the two grades are useful in buying and 
selling beef, and (2) they are sufficiently useful that they result in net 
cost savings. These two grades probably would fail this test because 
buyers and sellers can recognize each type readily—they can distinguish 
quickly and accurately without aid between block and processing beef. 


The present Federal carcass grade standards for beef, it appears, 
probably do not meet all three of these minimum requirements. Variation 
in quality within each of the grades probably is less than variation in the 
entire population of the product. The grades seem to differ significantly 
in basic physical attributes. In addition, reductions in marketing costs, 
described earlier, and revenue increases that can be attributed to grading, 
it appears, greatly exceed any associated direct or indirect cost increases. 
Accordingly, it can be said with some degree of confidence that the 
present carcass grade standards for beef are better than none whatever. 


Requirements of an Optimum System 


Most interested persons, however, are not satisfied with a grading 
system that simply meets minimum requirements. They are more in- 
terested in the requirements for an optimum system and means by which 
the system can be moved toward the optimum. The principal criteria 
of an optimum system are four in number. 
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. The standard should separate units of the commodity into groups 
such that the within-grade variation in quality attributes will 
have been minimized. 

2. The standard should maximize differences in attributes between 
grades which means that overlapping should be reduced to a 
minimum. 


. The standard should separate units of the commodity into 
groups such that the net social gain has been maximized. This 
means (1) maximizing the difference between costs of grading 
and the additional value of the graded product to consumers 
or (2) maximizing any net reduction in marketing costs. 


. The final criterion is that, insofar as possible, the first three 
should be satisfied simultaneously. In addition, the system 
must be (1) simple, easily, widely and uniformly understood, 
(2) fixed and unchanging in a short-term sense and, at the 

same time, subject to change as warranted by longer-term con- 

siderations, and (3) workable in the market place. 


Implications of Optimum Criteria 


These are a tall order for any grading system. The principal reie- 
vance of these criteria is in pointing the way to the kinds of research 
that are needed, but some considerations are revealed immediately. For 
instance: 

1. Since quality in beef, clearly, is not a single discrete variable, 
but a complex structure of many variables, the industry must 
be prepared in any grading systems to accept: (a) some degree 
of variation within the grades with respect to physical attri- 
butes of meat, (2) some overlapping among the grades with 
respect to each of the various quality attributes. 


2. Since value systems of all consumers are not the same and use- 
fulness or value of any particular grade will differ among dif- 
ferent uses, (a) an effort should be made to develop neutral 
grade names and (b) recognition should be given to the fact 
that the price of meat or livestock in any particular grade need 
not, purely as a result of grading, bear any particular relation 
to the price in another grade. 

3. The criteria indicate that whatever grading system is developed 
it inevitably will be a compromise between minimizing quality 
variation in each grade and the cost and inconvenience of doing 


so. 
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4. They suggest that if the present grade standards do, in fact, satisfy 
the minimum economic requirements, the emphasis, without 
question, should be on ways and means of improving their 
usefulness. The criteria also indicate that efforts to broaden 
or widen a grade to take advantage of a grade name probably 
will have the effect of increasing the quality variation within 
that grade and of reducing its usefulness as a guide in buying 
and selling. 


5. The criteria indicate, further, that the proposed dual grading 
system which would separate variations in quality from varia- 
tions in cutability represents a step forward—an improvement— 
provided that carcasses can be classified as to cutability accu- 
rately and inexpensively. The separation of quality and cuta- 
bility factors would reduce the unknown variations in physical 
attributes within each grade that must be considered in buying 
and selling carcasses. Assuming that official graders can accu- 
rately classify carcasses as to cutability, dual grading would 
improve the usefulness of grading and reduce marketing costs 
(or increase values) sufficiently to pay for the associated extra 
cost and inconvenience of grading. The industry apparently is 
divided on this question. 


The research implications are numerous. More information is need- 
ed about (1) the phystral attributes that are found in meat, and (2) 
the physical attributes and combinations of attributes which are im- 


portant to consumers, and among different use categories. On the basis 


of this and other information, research is needed to delineate or specify 
quality categories that are both reasonably homogeneous with respect 
io physical attributes and meaningful to consumers. These categories 
might be large in number. 


At this point it might be possible to combine the aforementioned 
categories variously into several different alternative sets of standards. 
Suppose twenty categories were developed that included combinations of 
attributes that are found readily in meat and which are important to 
consumers. Suppose, however, that five grades was considered the maxi- 
mum number for practical workability in the market place. From the 
twenty categories it would be possible to derive several different sets of 
grades that might be considered within the range of practicability. The 
problem then would be to determine which set should be selected and 
not, as has been done in some research, to determine which grade of the 
existing set receives the most preference votes from consumers. That set 
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would be selected which (1) minimized the within-grade variation in 
attributes, and (2) maximized the total acceptability or value to con- 
sumers, not of one grade, but of all grades, that is, the total population 
of the product. This, then, it seems, is the ultimate objective and role 
of grades — i.e., to increase and maximize the net revenue received by 
producers from the sale of all categories of the product. This would be 
accomplished by selecting the standard that (1) minimized marketing 
costs and thereby increased the total consumption of the product, or (2) 
increased the prices consumers were ready and willing to pay without 
reducing their consumption, or (3) had some combination of these ef- 


fects. 


All of this research, of course, could not be accomplished quickly 
and easily. The research will constitute a tortuous process requiring 
many years. In the meantime, it will be necessary to proceed, as before, 
on the basis of assumptions and the best logic and information available. 
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